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DECEMBER 31, 1979
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AICPA

American Institute of Certified Public Accountants
1211 Avenue of the Americas, New York, New York 10036 (212) 575-6200

December 31, 1979

An exposure draft of a proposed Statement on Auditing Standards (SAS)
entitled Reporting on Internal Accounting Control accompanies this letter.
The proposed SAS would provide guidance in connection with an engagement to
report on whether an entity's system, taken as a whole, was sufficient to
meet the objectives of internal accounting control. This would be a
voluntary service and not mandated as part of an audit.
The proposed SAS would also provide guidance on reports based solely on a
study and evaluation of internal accounting control that was made as part
of an audit of the entity's financial statements and on reports based on preestablished criteria of regulatory agencies. Distribution of these reports
is to be restricted to an entity's management, specified regulatory agencies,
or other specified third parties. The proposed SAS would supersede
SAS No. 1, sections 640, "Reports on Internal Control," and 641, "Reports
on Internal Control Based on Criteria Established by Governmental Agencies."
Several factors have influenced the development of the proposed SAS:
• SAS No. 20, Required Communication of Material Weaknesses in Internal
Accounting Control, indicated that the AICPA was "continuing its consideration of the significant underlying issues of other forms of reporting
to the public on a system of internal accounting control."
• Congress passed the Foreign Corrupt Practices Act of 1977, which included
provisions regarding internal accounting control for companies subject
to the Securities Exchange Act of 1934.
• The Commission on Auditors' Responsibilities (Cohen commission)
in 1978 recommended that the auditor expand his study of internal
accounting controls to enable him to conclude "whether controls over
each significant part of the accounting system provides reasonable, though
not absolute, assurance that the system is free from material weaknesses."
• In April 1979 the SEC issued proposed rules that would require all SEC
registrants to include a management statement and an auditor's opinion on
internal accounting control. Final rules have not been adopted by the
SEC, and it is uncertain what the requirements will be.
Comments or suggestions on any aspect of the exposure draft will be appreciated. The AICPA Auditing Standards Board's consideration of responses
will be helped by explanations of the reasons for comments.

In developing guidance, the AICPA Auditing Standards Board considers the
relationship between the cost imposed and the benefits reasonably expected
to be derived from services rendered by accountants. It also considers
differences that may be encountered in rendering such services to small
businesses and, when appropriate, makes special provisions to meet those needs.
Thus, the board would particularly appreciate comments on those matters.
Responses should be addressed to the AICPA Auditing Standards Division, File
4285, in time to be received by April 15, 1980. Written comments on the
exposure draft will become part of the public record of the AICPA Auditing
Standards Division and will be available for public inspection at the
offices of the American Institute of Certified Public Accountants
after May 1, 1980, for one year.

Sincerely,

D. R. Carmichael, Vice President
Auditing

This exposure draft has been sent to
• practice offices of CPA firms
• members of AICPA Council and technical committee
chairmen
• state society and chapter presidents, directors, and
committee chairmen
• organizations concerned with regulatory, supervisory, or
other public disclosure of financial activities
• persons who have requested copies

PROPOSED STATEMENT ON AUDITING STANDARDS
REPORTING ON
INTERNAL ACCOUNTING CONTROL
(Supersedes SAS N o . 1 , sections 6 4 0 , "Reports on I n t e r n a l C o n t r o l , " a n d 6 4 1 , " R e p o r t s on I n t e r n a l Cont r o l Based o n Criteria Established b y G o v e r n m e n t a l Agencies.")

1. This Statement describes the
nature, timing, and extent of procedures an independent accountant
should apply in connection with
various types of engagements to
report on an entity's system of
internal accounting control, and it
describes the different forms of the
accountant's report to be issued in
connection with such engagements. 1
2. An independent accountant
may be engaged to report on an
entity's system of internal accounting control in several ways. The
accountant may be engaged to
a. Express an opinion on the entity's system of internal accounting control in effect as of
a specified date (paragraphs
3 through 46).
b. Report on the entity's system,
for the restricted use of management, specified regulatory
agencies, or other specified
third parties, based solely on a
study and evaluation of internal
accounting control made as part
of an audit of the entity's financial statements that is not sufficient for expressing an opinion
1

The auditor's study and evaluation of
internal accounting control in an examination of an entity's financial statements
is discussed in SAS No. 1, section 320.
The guidance in section 320 is generally
applicable to engagements to report on
internal accounting control. This Statement provides ( 1 ) additional guidance
concerning matters that are unique to
engagements to report on internal accounting control and ( 2 ) a further
discussion of certain related matters in
section 320.
This Statement amends SAS No. 1, section 320.68 and SAS No. 20, paragraphs
1 and 8. See the Appendix for the revised wording.

on the system (paragraphs 47
through 50). 2
c. Report on all or part of an entity's system, for the restricted
use of management or specified
regulatory agencies, based on
the regulatory agencies' preestablished criteria (paragraphs
51 through 56).
d. Issue other special purpose reports on all or part of an entity's system for the restricted
use of management, specified
regulatory agencies, or other
specified third parties (paragraphs 57 and 58).
An accountant may also be involved with an entity's internal accounting control system in ways
that do not require the forms of
report discussed in this Statement.
For example, an accountant may
be engaged to consult on improving the system. In these circumstances the accountant may communicate the results of his engagement by letters, memoranda, and
other less formal means solely for
the internal information of management.

EXPRESSION OF AN
OPINION ON AN ENTITY'S
SYSTEM OF INTERNAL
ACCOUNTING CONTROL
3. This section describes the
general considerations, the study
and evaluation, and the form of the
accountant's report for the expression of an opinion on an entity's
2

As the terms are used in this Statement,
management includes directors, officers,
and others who perform managerial
functions, and regulatory agencies include governmental and other agencies,
such as stock exchanges, that exercise
regulatory, supervisory, or other public
administrative functions.
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system of internal accounting control. The accountant does not need
to place any restrictions on the
distribution of this report.
GENERAL CONSIDERATIONS
The Objectives of Internal
Accounting
Control

4. The broad objectives of internal accounting control, as defined in SAS No. 1, section 320.28,
are to provide management with
reasonable, but not absolute, assurance that assets are safeguarded
from unauthorized use or disposition and that financial records are
reliable to permit the preparation
of financial statements. The definition also sets forth the following
operative objectives that are necessary to achieve the broad objectives:
a. Transactions are executed in accordance with management's
general or specific authorization.
b. Transactions are recorded as
necessary (1) to permit preparation of financial statements in
conformity with generally accepted accounting principles or
any other criteria applicable to
such statements and (2) to
maintain accountability for assets.
c. Access to assets is permitted
only in accordance with management's authorization.
d. The recorded accountability for
assets is compared with the existing assets at reasonable intervals and appropriate action is
taken with respect to any differences.
5. In the context of internal accounting controls, safeguarding of
assets refers only to protection
against loss arising from errors and
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irregularities in processing transactions and handling the related
assets.3 It does not include the loss
of assets arising from management's operating business decisions
such as selling a product that
proves to be unprofitable, incurring expenditures for equipment
or material that later prove to be
unnecessary or unsatisfactory, authorizing what turns out to be
unproductive research or ineffective advertising, or accepting some
level of customer pilferage of merchandise as part of operating a
retail business.
6. The objective concerning the
reliability of financial records relates to financial statements regularly released to users outside the
entity. This would include annual
financial statements, interim financial statements, and other financial
information derived from such
statements.
7. The preparation of financial
statements requires the use of estimates and judgments, and internal
accounting control includes controls
relating to those estimates and
judgments. The nature of such controls, however, differs from that
of controls relating to the execution and recording of transactions
and to the safeguarding of assets. Estimates and judgments are
necessarily subjective and relate
largely to future events; accordingly, internal accounting controls
relating to estimates and judgments are limited to those procedures designed to provide reasonable assurance that individuals
at appropriate levels in the organization review and consider sufficient, reliable information in making the required estimates and
judgments.
Limitations

8. There are inherent limitations, discussed in SAS No. 1,
section 320.34, that should be recognized in considering the potential effectiveness of any system of
3

A note to section 320.36 of SAS No. 1
specifies that " 'errors' refers to unintentional mistakes, and 'irregularities' refers to intentional distortions of financial
statements and to defalcations."

DRAFT

internal accounting control. Particularly significant for the purpose
of reports on internal accounting
control is "any projection of a current evaluation of internal accounting control to future periods is
subject to the risk that the procedures may become inadequate
because of changes in conditions
and that the degree of compliance
with prescribed procedures may
deteriorate."
Relationship of an Opinion on
Internal Accounting Control to
the Study and Evaluation
Made in an Audit

9. An engagement to express an
opinion on an entity's system of
internal accounting control and an
examination of financial statements
in accordance with generally accepted auditing standards are two
distinct services. While the former
can be made in conjunction with
the latter, an engagement to express an opinion on the system of
internal accounting control can be
made as of a different date or by
a different accountant as long as
the accountant obtains the necessary understanding of the entity's
operations (see paragraph 14).
10. Also, the purpose and scope
of an engagement to express an
opinion on internal accounting
control differ from the purpose and
scope of the study and evaluation
of internal accounting controls
made as part of an audit. The
auditor's study and evaluation of
internal accounting control is an
intermediate step in forming an
opinion on the financial statements.
It establishes a basis for determining the extent to which auditing
procedures are to be restricted and
assists the auditor in planning and
performing his examination. In an
audit, the auditor may decide not
to rely on prescribed control procedures because he concludes
either (a) that the procedures are
not satisfactory for his purposes or
(b) that the audit effort required
to test compliance with the procedures to justify reliance on them
would exceed the reduction in effort that could be achieved by
such reliance. Accordingly, the

study and evaluation of internal
accounting controls in an audit is
generally more limited than that
made in connection with an engagement to express an opinion on
the internal accounting control
system. Nevertheless, an accountant's opinion on a system of internal accounting control does not
increase the reliability of financial
statements that have been audited.
11. Although the purpose and
scope of the study and evaluation
of internal accounting controls differ in an engagement to express
an opinion on the internal accounting control system from those of
an audit, the procedures are similar in nature. Thus, the study and
evaluation made in connection
with an engagement to express an
opinion on the system may also
serve as a basis for reliance on
internal accounting controls in determining the nature, timing, and
extent of audit tests. Furthermore,
an accountant need not apply procedures in an audit that duplicate
procedures that have been applied
for the purpose of expressing an
opinion on an entity's system of
internal accounting control. In
addition, if the engagement to report on internal accounting control
is made in conjunction with an
audit, a timely report on internal
accounting control by the auditor
of the entity would satisfy the requirements of SAS No. 20, Required Communication of Material
Weaknesses in Internal Accounting
Control.
Relationship of an Opinion on
Internal Accounting Control to
the Foreign Corrupt Practices
Act

12. The Foreign Corrupt Practices Act of 1977 (FCPA) includes
provisions regarding internal accounting control for companies
subject to the Securities Exchange
Act of 1934. Whether a company
is in compliance with those provisions of the FCPA is a legal
determination. An independent accountant's opinion does not indicate whether the company is in
compliance with those provisions,
but may be helpful to management
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in evaluating the company's compliance.
THE STUDY AND EVALUATION

13. In making a study and evaluation for the purpose of expressing an opinion on an entity's
system of internal accounting control in effect as of a specified date,
the accountant should (a) plan
the scope of the engagement, (b)
review the design of the system,
(c) test compliance with prescribed procedures, and (d) evaluate the results of his review and
tests.
Planning the Scope of the
Engagement

14. General
considerations.
Among the factors to be considered
in determining the scope of the
engagement are
a. The nature of the entity's operations, including the susceptibility of assets to unauthorized
use or misappropriation in
light of their mobility or salability and the nature and volume of transactions.
b. The overall control environment, including
1. The entity's organizational
structure, including the duties and authority of the
board of directors and its
audit committee (or comparable bodies), senior management, and management
of subsidiaries, affiliates, divisions, or other operating
units.
2. The methods used to communicate responsibility and
authority.
3. The principal financial reports prepared for management planning and control
purposes, such as budget
reports.
4. Management's supervision of
the system, including the
internal audit function, if
any.
5. Competence of personnel.
c. The extent of recent changes,
if any, in the entity, its operations, or its control procedures.
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d. Relative materiality of the
classes of transactions and related assets.
e. Experience in auditing the entity's financial statements and
in past engagements to express
an opinion on the entity's
system.
15. Multiple locations. For an
entity with operations in several
locations, the considerations involved in deciding the locations to
study are similar to those involved
in an audit. It may not be necessary to review and test the controls
at each location. In addition to the
factors listed in paragraph 14, the
selection of locations to be studied
should be based on factors such
as (a) the similarity of business
operations and control systems at
different locations, (b) the degree
of centralization of accounting records, (c) the effectiveness of the
internal reporting system used by
senior management to supervise
activities at various locations, (d)
the effectiveness of other supervisory activities, such as an internal
audit function, and (e) the nature
and amount of transactions and
related assets at the various
locations.
16. Internal audit. Reviewing
and testing the system of internal
accounting control is often an important responsibility of the internal audit function. Thus, the work
of the internal auditors may have
an important bearing on the independent accountant's procedures.
If the independent accountant will
be considering or using the work
of, or receiving direct assistance
from, the entity's internal auditors,
the accountant should follow the
guidance in SAS No. 9 in considering their competence and objectivity and in evaluating their work.
17. Documentation.
Management's documentation of the system may take many forms: internal control manuals, accounting
manuals, narrative memoranda,
flowcharts, decision tables, procedural write-ups, or answers to
questionnaires. No one particular
form of documentation is necessary
for an accountant to perform an
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engagement to report on the internal accounting control system,
and the extent of documentation
will vary. However, for the accountant to be able to report,
the accountant and management
should reach an understanding of
the system to be reported on and
the form of the documentation of
controls, including particularly the
development of specific control objectives and the description of
prescribed procedures to achieve
those objectives.
Reviewing
System

the Design of the

18. The purpose of the review
of the design of the system is to
obtain sufficient information to
permit the accountant to reach a
conclusion about whether the entity's control procedures are suitably designed to achieve the objectives of internal accounting control. For this purpose the accountant should obtain an understanding of
a. The flow of transactions through
the accounting system.
b. The specific control objectives
that relate to points in the flow
of transactions and handling of
assets where errors or irregularities could occur.
c. The specific control procedures
or techniques that the entity
has established to achieve the
specific control objectives.
19. The flow of transactions.
The accounting system should be
distinguished from the internal
accounting control system. While
an accounting system may include
procedures that contribute to
achieving a control objective, its
primary purpose is to process
transactions. An accountant obtains an understanding of the accounting system to identify points
in the processing of transactions
and handling of assets where errors or irregularities may occur.
20. The accountant should obtain
an understanding of the system for
processing each significant class of
transactions. The accountant should
identify the classes, of transactions
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processed and the related assets
and, for each significant class, identify the flow of transactions from
authorization through execution and
recording of transactions and the
accountability for the resulting assets. Transactions may be grouped
in a variety of ways—for example,
by cycles of business activity or by
business functions.4 Whatever approach is used, the accountant
should identify each significant
class of transactions and obtain an
understanding of the flow of transactions. The accountant's procedures in obtaining such an understanding may include inspection of
written documentation, inquiries of
client personnel, and observation of
the processing of transactions and
the handling of the related assets.
21. Specific control objectives.
Paragraph 4 lists the four operative
objectives of internal accounting
control. Those operative objectives
need to be further refined into
specific control objectives for the
purpose of identifying and evaluating the controls over specific
classes of transactions and related
assets within an entity. The accountant should determine whether
management has identified the
specific control objectives relating
to points in the processing of transactions and the handling of assets
where errors or irregularities could
occur. An example of a specific
control objective in a revenue cycle
is that all goods shipped are billed.
22. Specific control procedures.
An internal accounting control system should include specific control
procedures designed to achieve the
specific objectives of internal accounting control for each significant
class of transactions and related assets. The accountant should consider the effectiveness of the specific control procedures either individually or in combination, taking
4

SAS No. 1, section 320.23 explains,
"Execution of transactions includes the
entire cycle of steps necessary to complete the exchange of assets between
parties or the transfer or use of assets
within the business. . . . For example,
the typical sale would involve acceptance
of an order, shipment and billing of the
product, and collection of the billing."
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into consideration the overall control environment and other applicable considerations discussed in
paragraph 14. The accountant
should focus on procedures in terms
of their significance to the achievement of specific objectives rather
than consider the specific procedures in isolation. Thus, when one
or more specific control procedures
are adequate to achieve a specific
objective, the accountant need not
consider other procedures. Alternatively, the absence or the inadequacy of one specific control
procedure designed to achieve a
specific objective may not be a
weakness if other specific control
procedures achieve the same objective.
23. There are two general levels
of control procedures: primary and
secondary. Primary control procedures are designed to achieve
one or more specific control objectives, and they generally are applied
at points where errors or irregularities could occur in the processing of transactions and the handling of assets. Primary control procedures may be applied to transactions and assets individually or at
various levels of summarization.
Examples of primary control procedures are monthly reconciliations
of bank accounts and systematic
matching of receiving documents
with vendor invoices, when these
functions are performed by persons
who have no incompatible duties.
24. Secondary control procedures include any administrative
controls or other management functions that achieve, or contribute to
the achievement of, specific control objectives and thus are comprehended in the definition of internal accounting control (SAS No.
1, section 320.12). Such procedures
are designed primarily to achieve
broader management objectives,
and they are generally applied after
transactions have been processed.
Examples of secondary controls include the systematic comparison
of recorded transactions and account balances with expected results based on such sources of information as budgets, standard
costs, engineering estimates, prior

experience, and the personal knowledge of management. The effectiveness of such comparisons for
the purpose of deterring or detecting errors and irregularities depends on the reliability of the
sources of information used and on
the thoroughness of the investigation of variations from the expected
results. Accordingly, careful consideration and judgment is required
in evaluating the effectiveness of
secondary controls.
Testing Compliance With
Prescribed Procedures
25. The purpose of tests of compliance is to provide a basis for the
accountant to reach a conclusion
about whether the specific control
procedures necessary for
the
achievement of specific control objectives are being applied as prescribed as of the specified date of
his study and evaluation.
26. The nature and extent of the
accountant's tests of compliance
with prescribed procedures in an
engagement to express an opinion
on the system of internal accounting control involve essentially the
same considerations as tests of compliance made as part of an audit.
The nature, timing, and extent of
the auditor's tests of compliance in
an audit are discussed in SAS No.
1, section 320.57 through .63.
27. The period of time necessary
for testing compliance varies with
the nature of controls being tested.
Some control procedures may function continuously (for example,
control procedures over sales), but
other control procedures may operate only at certain times ( f o r
example, control procedures over
the preparation of interim financial statements). In addition, some
control procedures that function
continuously may be used frequently (for example, control procedures over customer receivables),
while others may be used less frequently (for example, control procedures over advances to employees). The accountant should test
compliance with control procedures over a period that is adequate
for him to determine whether the
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specific control procedures are
being applied as prescribed as of
the date specified in his report.
28. Management may change its
internal accounting control system
to correct weaknesses in the existing system or to make it more efficient. The accountant does not
need to consider the superseded
controls. If the accountant determines that the new control procedures achieve the related specific
objectives of internal accounting
control and that the procedures
have been in effect for a sufficient
time to permit the accountant to
test compliance with them, the accountant's review and testing of
these procedures would not require
any additional considerations.
Evaluating the Results of the
Review of the Design of the
System and Tests of Compliance
29. In evaluating an internal accounting control system for the
purpose of expressing an opinion
on the system as a whole, the accountant should consider the results of his review of the design
of the system and of his tests of
compliance. For this purpose, the
accountant should identify weaknesses in the system and evaluate
whether they are material, either
individually or in combination.
30. A weakness in internal accounting control is a condition in
which the specific control procedures, or the degree of compliance with them, are not sufficient
to achieve a specific control objective—that is, errors or irregularities
may occur and not be detected
within a timely period by employees in the normal course of
performing their assigned functions. A weakness is material if the
condition results in more than a
relatively low risk of such errors
or irregularities in amounts that
would be material in relation to
financial statements (see paragraph
6).
31. In evaluating an individual
weakness, the accountant should
recognize that
a. The amounts of errors or irreg-

DRAFT

ularities that may occur and remain undetected range from
zero to the gross amount of
assets or transactions exposed
to the weakness.
b. The risk or probability of errors
or irregularities is likely to be
different for the different possible amounts within that range.
For example, the risk of errors
or irregularities in amounts
equal to the gross exposure
may be very low, but the risk
of smaller amounts may be progressively greater.
32. In evaluating the combined
effect of individually immaterial
weaknesses, the accountant should
consider
a. The range or distribution of the
amounts of errors or irregularities that may result during the
same accounting period from
two or more individual weaknesses.
b. The joint risk or probability that
such a combination of errors
or irregularities would be material.
33. The evaluation of identified
weaknesses is necessarily a very
subjective process that depends on
such factors as the nature of the
accounting process and of any assets exposed to the weaknesses, the
overall control environment, and
the experience and judgment of
those making the estimates. The
accountant should consider, to the
extent that it is applicable in the
current conditions, any relevant
historical data that are available or
can reasonably be developed.
34. Historical data provide a
more reasonable basis for estimating the risk of errors than they do
for estimating the risk of irregularities. Errors are unintentional, and
their underlying causes tend to result in a more recurring or predictable level of occurrence. Irregularities are intentional, and
their underlying causes ordinarily
involve a lack of integrity and a
motivation for personal gain, which
are less predictable from historical
experience. Thus, the accountant
should presume a high risk of ir-
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regularities in the absence of satisfactory control procedures with
respect to transactions or assets
handled solely by one individual.
MANAGEMENT'S WRITTEN
REPRESENTATIONS
35. The accountant should ordinarily obtain management's written representations
a. Acknowledging management's
responsibility for establishing
and maintaining the system of
internal accounting control.
b. Stating that management has
disclosed to the accountant all
material weaknesses in the system of which they are aware,
including those for which management believes the cost of
corrective action may exceed
the benefits.
c. Describing any irregularities involving management or employees who have significant
roles in the internal accounting
control system.
d. Stating whether there were any
changes subsequent to the date
being reported on that would
significantly affect the internal
accounting control system, including any corrective action
taken by management with regard to material weaknesses.
THE ACCOUNTANT'S
WORKING PAPERS
36. The extent to which the
accountant documents the engagement to express an opinion on a
system of internal accounting control is a matter of professional judgment. The judgment is similar to
that made in connection with an
audit. Documents prepared by the
entity to describe its internal accounting control system may be
used by the accountant in his working papers.
THE FORM OF THE
ACCOUNTANT'S REPORT
37. An independent accountant
may express an opinion on a system
of internal accounting control of
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any entity for which financial statements in conformity with generally
accepted accounting principles, or
any other criteria applicable to such
statements, can b e prepared.
38. T h e accountant's report expressing an opinion on an entity's
system of internal accounting control should contain
a. A description of the scope of
t h e engagement.
b. T h e d a t e to which the opinion
relates.
c. A statement that the establishm e n t and maintenance of the
system is t h e responsibility of
management.
d. A brief explanation of the b r o a d
objectives a n d inherent limitations of internal accounting control.
e. T h e accountant's opinion on
w h e t h e r the system taken as a
whole was sufficient to meet the
b r o a d objectives of internal accounting control insofar as those
objectives pertain to the prevention or detection of errors or
irregularities in amounts that
would b e material in relation
to financial statements.
T h e report should b e dated as of
the completion of all important
procedures in the engagement.
Standard Form of Report
39. T h e form of an accountant's
report expressing an unqualified
opinion on an entity's system of
internal accounting control follows :
Independent
Accountant's
Report on
Internal Accounting Control
To the Board of Directors and
Shareholders of XYZ Company:
We have made a study and evaluation of the system of internal accounting control of XYZ Company
and subsidiaries in effect at December 31, 19XX. Our study and evaluation was conducted in accordance
with standards established by the
American Institute of Certified
Public Accountants.
The management of XYZ Company is responsible for establishing
and maintaining a system of in-
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ternal accounting control. In fulfilling this responsibility, estimates
and judgments by management are
required to assess the expected
benefits and related costs of control procedures. The objectives of
a system are to provide management with reasonable, but not absolute, assurance that assets are
safeguarded against loss from unauthorized use or disposition and
that transactions are executed in
accordance with management's authorization and recorded properly
to permit the preparation of financial statements in accordance with
generally
accepted
accounting
principles.
It should be recognized that, because of inherent limitations in any
system of internal accounting control, errors or irregularities may
nevertheless occur and not be detected. In addition, projection of
any evaluation of the system to
future periods is subject to the risk
that procedures may become inadequate because of changes in
conditions and that the degree of
compliance with the procedures
may deteriorate.
In our opinion, the system of
internal accounting control of XYZ
Company and subsidiaries in effect
at December 31, 19XX, taken as a
whole, was sufficient to meet the
objectives stated above insofar as
those objectives pertain to the prevention or detection of errors or
irregularities in amounts that would
be material in relation to the consolidated financial statements.
(Signature and Date)
Reporting Material

Weaknesses

40. If the study and evaluation
discloses one or more material
weaknesses, the opinion paragraph
of the accountant's report (paragraph 39) should b e modified as
follows:
Our study and evaluation disclosed
the following conditions in the system of internal accounting control
of XYZ Company and subsidiaries
in effect at December 31, 19XX,
which, in our opinion, result in
more than a relatively low risk that
errors or irregularities in amounts
that would be material in relation
to the consolidated financial statements may occur and not be detected within a timely period.
T h e report should describe the ma-

terial weaknesses, state w h e t h e r
they result from the absence of
control procedures or the d e g r e e
of compliance with t h e m a n d describe the general n a t u r e of potential errors or irregularities t h a t m a y
occur as a result of the weaknesses.
41. If a d o c u m e n t t h a t contains
an accountant's opinion identifying
a material weakness also includes
a statement b y m a n a g e m e n t that
the cost of correcting the weakness
would exceed t h e benefits of r e d u c ing the risk of errors or irregularities, the accountant should not express any opinion as to m a n a g e ment's statement. However, t h e
accountant is not p r e c l u d e d from
disclaiming an opinion on t h a t
m a n a g e m e n t statement.
42. If m a n a g e m e n t has implem e n t e d appropriate control procedures to correct t h e weakness, t h e
accountant should not refer to this
corrective action unless he has
satisfied himself that the procedures are suitably designed and are
being applied as prescribed.
43. If the opinion on the internal
accounting control system is issued
in conjunction with an examination
of the entity's financial statements,
the following sentence should b e
included in the p a r a g r a p h t h a t d e scribes the material weakness:
These conditions were considered
in determining the nature, timing,
and extent of audit tests to be
applied in our examination of the
19XX financial statements, and this
report does not affect our report on
these financial statements dated
(date of report).
Scope Limitations
44. An unqualified opinion on
an entity's system of internal accounting control can b e expressed
only if the accountant has b e e n
able to apply all t h e procedures
he considers necessary in t h e circumstances. Restrictions on t h e
scope of his engagement, w h e t h e r
imposed by the client or by t h e
circumstances, may require t h e accountant to qualify or disclaim an
opinion. T h e accountant's decision
to qualify or disclaim an opinion
because of a scope limitation d e -
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pends on the accountant's assessm e n t of the importance of t h e
omitted p r o c e d u r e ( s ) to his ability
to form an opinion on the internal
accounting control system. W h e n
restrictions that significantly limit
the scope of the study and evaluation are imposed by the client, the
accountant generally should disclaim an o p i n i o n on the internal
accounting control system.
Opinion Based in Part on the
Report of Another Accountant
45. W h e n an accountant decides to make reference to t h e report of another accountant as a
basis, in part, for his opinion, h e
should disclose this fact in stating
t h e scope of his examination and
should refer to the report of t h e
other accountant in expressing his
opinion. In these circumstances,
the considerations are similar to
those that arise w h e n the independent auditor reporting on financial
statements uses the work and reports of other independent auditors (see SAS No. 1, section 543).
Subsequent

Information

46. T h e accountant has no responsibility to keep informed of
events subsequent to the date of
t h e report; however, the accountant m a y later become aware of
conditions that existed at the date
of the report that might have affected his opinion had h e been
a w a r e of them. T h e accountant's
consideration of such subsequent
information is similar to an auditor's consideration of comparable
information discovered subsequent
to the date of his report on an
audit of financial statements (see
SAS No. 1, section 561).

REPORT ON INTERNAL
ACCOUNTING CONTROL
BASED SOLELY ON A
STUDY AND EVALUATION
MADE AS PART
OF AN AUDIT
47. As discussed earlier, the
purpose and scope of an independent accountant's engagement to
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express an opinion on an entity's
system of internal accounting control differ from those of a study
and evaluation of internal accounting control m a d e in an examination
of financial statements in accordance with generally accepted auditing standards.
48. Nevertheless, the
auditor
may b e requested to report on internal accounting control based
solely on a study and evaluation
in an audit of financial statements
that is not sufficient for expressing
an opinion on t h e system taken as
a whole. T h e auditor may report
in these circumstances provided
that distribution of his report is
restricted to management, a specified regulatory agency, or a specified third party and that his
report describes the limited purpose of the study and evaluation
and disclaims an opinion on t h e
system of internal accounting control taken as a whole.
49. T h e following is an illustration of an auditor's report on internal accounting control w h e n the
study and evaluation m a d e as part
of the audit is not sufficient for
expressing an opinion on the system taken as a whole:
To the Board of Directors of XYZ
Company:
We have examined the financial
statements of XYZ Company for
the year ended December 31, 19X1,
and have issued our report thereon
dated February 23, 19X2.5 As part
of our examination, we made a
study and evaluation of the Company's system of internal accounting control to the extent we considered necessary to evaluate the
system as required by generally
accepted auditing standards. The
purpose of our study and evaluation was to determine the nature,
timing, and extent of the auditing
procedures necessary for expressing
an opinion on the company's financial statements. Accordingly, our
5

If the report on an examination of the
financial statements is qualified because
of a restriction on the scope of the examination, the restriction and its effect
on the evaluation of the system of internal accounting control should be indicated in the report.
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study and evaluation was more
limited than would be necessary to
express an opinion on the system
of internal accounting control taken
as a whole.
The management of XYZ Company is responsible for establishing
and maintaining a system of internal accounting control. In fulfilling
this responsibility, estimates and
judgments by management are required to assess the expected benefits and related costs of control
procedures. The objectives of a
system are to provide management
with reasonable, but not absolute,
assurance that assets are safeguarded against loss from unauthorized use or disposition, and
that transactions are executed in
accordance
with
management's
authorization and recorded properly to permit the preparation of
financial statements in accordance
with generally accepted accounting
principles.
It should be recognized that, because of inherent limitations in any
system of internal accounting control, errors or irregularities may
nevertheless occur and not be detected. In addition, projection of
any evaluation of the system to
future periods is subject to the
risk that procedures may become
inadequate because of changes in
conditions and that the degree of
compliance with the procedures
may deteriorate.
Our study and evaluation made
for the limited purpose described
in the first paragraph would not
necessarily disclose all material
weaknesses in the system. Accordingly, we do not express an opinion
on the system of internal accounting control of XYZ Company taken
as a whole. However, our study
and evaluation disclosed no condition that we believed to be a
material weakness.
This report is intended solely
for the information of management
(or specified regulatory agency or
other specified third party) and
should not be distributed, or otherwise referred to, for any other
purpose.
(Signature

and

Date)

50. If the study and evaluation
discloses material weaknesses (as
defined in p a r a g r a p h 3 0 ) , the report should describe the weaknesses that have come to the auditor's attention and state that they
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were considered in determining
the audit tests to be applied in
the examination of financial statements. The last sentence of the
fourth paragraph of the report
should be modified as follows:
However, our study and evaluation disclosed the following conditions that we believe result in
more than a relatively low risk that
errors or irregularities in amounts
that would be material in relation
to the financial statements of XYZ
Company may occur and not be
detected within a timely period.
(A description of the material weaknesses that have come to the auditor's attention would follow.)
The foregoing conditions were
considered in determining the nature, timing, and extent of the procedures to be applied in our examination of the financial statements, and this report of those
conditions does not modify our report, dated February 23, 19XX,
on the financial statements.

REPORTS BASED ON
CRITERIA ESTABLISHED
BY REGULATORY
AGENCIES
51. Some governmental or other
agencies that exercise regulatory,
supervisory, or other public administrative functions may require
reports on internal accounting
controls of organizations subject to
their regulations. An opinion on
an internal accounting control system in the form illustrated in paragraph 39 may be acceptable to
such an agency; however, an
agency may set forth specific criteria for the evaluation of the adequacy of internal accounting control procedures for their purposes
and may require a report based
on those criteria.
52. Criteria established by an
agency may be set forth in audit
guides, questionnaires, or other
publications. The criteria may encompass specified aspects of internal accounting control and may
also encompass specified aspects
of administrative control or of
compliance with grants, regulations, or statutes. An agency may
require a report on the design of
an internal accounting control sys-
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tem before the organization has
started operations. For the accountant to be able to issue the
report described in paragraph 53,
the criteria should be in reasonable
detail and in terms susceptible to
objective application.

established by the agency; however,
he should report any relevant condition that comes to his attention in
the course of his study that he believes to be a material weakness,
even though it is not covered by
such criteria.

53. The
accountant's
report
should (a) clearly identify the matters covered by his study, 6 (b) indicate whether the study included
tests of compliance with the procedures covered by his study, (c)
describe the objectives and limitations of internal accounting control
and of accountants' evaluations of
it, (d) state the accountant's conclusions, based on the agency's criteria, concerning the adequacy of
the procedures studied, with an
exception regarding any material
weaknesses, and (e) state that it
is intended for use in connection
with the grant or other purpose to
which the report refers and that it
should not be used for any other
purpose. The accountant may also
describe conditions other than material weaknesses that are not in
conformity with the agency's criteria and may include recommendations for corrective action or describe corrective actions taken by
the organization (see paragraph
42).

56. The following report is illustrative of the type of report considered appropriate for a study
based on pre-established criteria:

54. For the purpose of these
reports, a material weakness includes either (a) a condition that
results in more than a relatively
low risk that errors or irregularities
in amounts that would be material
in relation to the applicable grant
or program may occur and not be
detected within a timely period by
employees in the normal course of
performing their assigned functions
or (b) a condition in which the
lack of conformity with the agency's criteria is material in accordance with any guidelines for determining materiality that are included in such criteria.
55. When the accountant issues
this form of report, he does not
assume any responsibility for the
comprehensiveness of the criteria
6

This can be accomplished by reference
to the publication in which the established criteria are set forth.

Scope Paragraph
We understand that (recipient)
has been awarded a grant of
(amount) from (agency) for the
period from (date) through (date)
for use in accordance with the
(title or description of program).
We have made a study of those
internal accounting control and administrative control procedures of
(recipient) that we considered relevant to the criteria established by
(agency), as set forth in (section)
of its audit guide, issued (date).
Our study included tests of compliance with such procedures during the period from (date) through
(date). Our study did not constitute an audit of any financial
statements prepared by (recipient).
Explanatory Paragraphs
(Same as paragraph 39)
Concluding Paragraphs
We understand that procedures in
conformity with the criteria referred to in the first paragraph of
this report are considered by the
(agency) to be adequate for its
purpose in accordance with (name
of act) and related regulations, and
that procedures not in conformity
with those criteria indicate some
inadequacy for such purposes.
Based on this understanding and
on our study, we believe (recipient's) procedures were adequate for the agency's purposes,
except for the conditions described
(reference to appropriate section of
report), which we believe are material weaknesses in relation to the
grant to which this report refers.
In addition to these weaknesses,
other conditions that we believe
are not in conformity with the criteria referred to above are described (reference to appropriate
section of report).
This report is intended for the
information of (recipient) and
(agency) and should not be distrib-
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uted, or otherwise referred to, for
any other purpose.
(Signature and Date)

OTHER
SPECIAL PURPOSE
REPORTS
57. An accountant may be engaged to issue a special report for
the restricted use of management,
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another independent accountant,
or other specified third parties, on
all or a part of an entity's internal
accounting control system, or proposed internal accounting control
system. For example, such reports
may relate to (a) a study of system design without tests of compliance or ( b ) the results of applying agreed-upon procedures that
are not sufficient for the purpose
of expressing an opinion on the
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system taken as a whole.
58. The form of report in these
circumstances is flexible, but it
should (a) describe the scope and
nature of the accountant's procedures, (b) disclaim an opinion
on the system of internal accounting control taken as a whole, (c)
state the accountant's findings, and
(d) indicate the restricted distribution of the report.
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APPENDIX
This Statement a m e n d s SAS No.
20, Required
Communication
of
Material
Weaknesses
in
Internal
Accounting
Control, p a r a g r a p h s 1
and 8 to read as follows:
1. This Statement requires the
auditor to communicate to senior
management and the board of directors or its audit committee material weaknesses in internal accounting control that come to his
attention during an examination of
financial statements made in accordance with generally accepted auditing standards.* A material weakness in internal accounting control
is a condition in which the specific
* See also SAS No. 24, Review of Interim
Financial Information,
paragraph 10,
which states: "If the system of internal
accounting control appears to contain
weaknesses that do not permit preparation of interim financial information in
conformity with generally accepted accounting principles, and, as a consequence, it is impracticable for the
accountant to effectively apply his
knowledge of financial reporting practices to the interim financial information,
he should consider whether the weaknesses represent a restriction on the
scope of his engagement sufficient to
preclude completion of such a review.
. . . The accountant should also advise
senior management and the board of
directors or its audit committee of the
circumstances. . . ."

control procedures or the degree of
compliance with them does not
reduce to a relatively low level the
risk that errors or irregularities in
amounts that would be material in
relation to the financial statements
being audited may occur and not be
detected within a timely period
by employees in the normal course
of performing their assigned functions.
8. The form of communication
is optional. When the auditor
communicates in writing, the suggested form of report is included in
SAS No. XX, paragraphs 49 through
50. ** Because it is not practicable
to communicate the extent of such
studies in different engagements,
these reports should be prepared
for the restricted use of management, the board of directors, or its
audit committee.
Such reports
should not be distributed to the
general public.
This statement amends SAS No. 1,
section 320.68, to read as follows :
The auditor's evaluation of accounting control with reference to
each significant class of transactions
** When the study and evaluation made
as a part of the audit is sufficient for
expressing an opinion on the system,
see SAS No. XX, paragraphs 37 through
46.

and related assets should be a conclusion about whether the prescribed procedures and compliance
therewith are satisfactory for his
purpose. The procedures and compliance should be considered satisfactory if the auditor's review and
tests disclose no condition he believes to be a material weakness
for his purpose. In this context, a
material weakness is a condition in
which the specific control procedures or the degree of compliance
with them does not reduce to a
relatively low level the risk that
errors or irregularities in amounts
that would be material in relation to
the
financial
statements
being
audited may occur and not be detected within a timely period by
employees in the normal course of
performing their assigned functions.
These criteria may be broader than
those that may be appropriate for
evaluating weaknesses in accounting control for management or other
purposes. If the auditor is aware
of a material weakness in internal
accounting control, whether or not
he is specifically engaged by the
client to review and report on the
system of internal accounting control, a communication as described
in SAS No. 20, Required
Communication of Material Weaknesses in
Internal Accounting Control, is required.

